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REPORT TQ SHAREHOLDERS 


I am pleased to report on the financial performance of TeleClone Incorporated for the 


year ended December 31, 1998. 


FINANCIAL PERFORMANCE 


During fiscal 1998, the Company declared and paid dividends of $0.53 per Class T 
share which on an annualized basis were $1.06 per Class T share. This amount is 
slightly less than the amount estimated in the prospectus of TeleClone of $1.07 per Class 
T share. Dividend payments made to the Class T holders during the year ended 
December 31, 1998 amounted to $3,803,125, which are substantially equal to the net 
investment income of the Company for the year. Our dividend payments are consistent 
with the Company’s policy to declare and pay quarterly dividends on the Class Tshares ss 
equal to the full amount of the quarterly dividends paid by BCE Inc. on the BCE shares | 
held by the Company plus any fees earned from lending BCE shares held by the 

Company less dividends paid in respect to the borrowed Northern Telecom shares and 

administration and operating expenses of the Company. At year-end, the indicated 


dividend yield on the market price of the Class T shares was 4.5% compared to 2.4% on 


the BCE shares. 


As at December 31, 1998, the Company held 7,069,500 BCE shares and had an 
obligation to purchase 2,983,500 Northern Telecom shares. During the year, the total 
realized and unrealized depreciation of investments and obligations was $13,030,283. 
This decrease is the result of the equity market undergoing a significant decline since 
TeleClone’s public offering last June. Net asset value per Class T share as at December 


31, 1998 was $25.63 compared to $27.37 at the time of the public offering. 


During the fall of 1998, the Company received notices of retraction for 190,000 Class T 
shares. As a result, 2.6% of the total Class T shares issued were redeemed at an average 
price of $22.67 per share. These capital transactions which were paid out during 1998, 
were funded by the disposition of 180,500 BCE shares and repurchase of 76,000 
Northern Telecom shares. As at December 31, 1998, the total number of Class T shares 
outstanding was 7,060,000. 
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On March 12, 1999, the Company gave notice to the stock exchanges of its intention to 
make a normal course issuer bid to purchase in the market up to 350,370 Class T 
shares during the March 16, 1999 to March 15, 2000 period. Your management would 
intend to purchase shares in the market should opportunities arise to purchase shares 
significantly below their net asset value. This would add to the net asset value of the 


remaining shares. 


YEAR 2000 


The Year 2000 is approaching and the issue on whether the computer systems will 
properly recognize a date using “OO” as the year 2000 rather than 1900 needs to be 
addressed. The Company has no day-to-day computer systems operations of its own. 
However, aS a mutual fund corporation, the Company conducts a significant part of its 
operations through third party service providers, such as its administrator, transfer 
: ? agent and registrar, custodian and other financial institutions. Also, the Company holds 
an investment in BCE, which may also be affected by Year 2000 issues. As a result, the 


Company is in the process of reviewing the readiness issue of the Year 2000 with all of 


its service providers. 


To date the Company has not incurred any costs associated with the Year 2000 issue nor 


do we expect to incur any costs. 


This report along with the accompanying financial statements of the Company for the 
year ended December 31, 1998 is respectfully submitted to you on behalf on the Board 


of Directors. 


eee OE LAT 


Edward J. Collins 


President and Chief Executive Officer 
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MANAGEMENT'S RESPONSIBILITY FOR FINANCIAL REPORTING 


The accompanying financial statements of TeleClone Incorporated and all the information in this 
annual report are the responsibility of management and have been approved by the Board of 
Directors. 


The financial statements have been prepared by management in accordance with generally accepted 
accounting principles. Financial statements are not precise since they include certain amounts 
based on estimates and judgements. Management has determined such amounts on a reasonable 
basis in order to ensure that the financial statements are presented fairly, in all material respects. 
Management has prepared the financial information presented elsewhere in the annual report and 
ensured that it is consistent with the financial statements. 


TeleClone Incorporated maintains adequate cost efficient systems of internal accounting and 
administrative controls. Such systems are designed to provide reasonable assurance that the 
financials information is relevant, reliable and accurate and that the Company's assets are 
appropriately accounted for and adequately safeguarded. 


The Board of Directors is responsible for ensuring that management fulfills its responsibilities for 
financial reporting and is ultimately responsible for reviewing and approving the financial 
statements. 


The financial statements have been audited by Ernst & Young LLP, the Company's external auditors, 
in accordance with generally accepted auditing standards on behalf of the shareholders. Their report 
follows below. 


Ce ee Cp dine Kb WE 


Edward J. Collins Robert M. Sellars 
President and Chief Executive Officer Chief Financial Officer 


AUDITORS’ REPORT 


To the Shareholders of Teleclone Incorporated. 


We have audited the statements of net assets of TeleClone Incorporated as at December 31, 1998 
and 1997 and the statements of net investment income and undistributed net investment income, 
changes in net assets and unrealized and realized net loss on investment and obligation to purchase 
investment for the periods then ended. These financial statements are the responsibility of the 
Company's management. Our responsibility is to express an opinion on these financial statements 
based on our audits. 


We conducted our audits in accordance with generally accepted auditing standards. Those 
standards require that we plan and perform an audit to obtain reasonable assurance whether the 
financial statements are free of material misstatement. An audit includes examining, On a test basis, 
evidence supporting the amounts and disclosures in the financial statements. An audit also includes 
assessing the accounting principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. 


In our opinion, these financial statements present fairly, in all material respects, the net assets of the 
Company as at December 31, 1998 and 1997 and the results of its operations and the changes in 
its net assets for the periods then ended in accordance with generally accepted accounting 


principles. 
Ernst ¥ Vesa LAP 
Toronto, Canada, 


February 16, 1999. Chartered Accountants 
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TELECLONE .x. 


STATEMENTS OF NET ASSETS 


As at December 31 


1998 1997 
§ § 
ASSETS 
Cash 237,120 100 
Dividends receivable 2,403,630 _— 
Investment in common shares of BCE Inc., at market 408,970,575 —_ 
411,611,325 100 
LIABILITIES 
Obligation to purchase common shares of 
Northern Telecom Limited, at market 228,536,100 — 
Dividends payable 1,863,750 —_ 
Accounts payable and accrued liabilities 302,841 — 
100 Class A Shares [note 3] 100 100 
a 230,702,791 100 
$n ES oa oth OU he Ne sarset ae 
180,908,534 — 


SHAREHOLDERS’ EQUITY 
Share capital /note 3] 


7,060,000 Class T Shares 204,740,000 — 
Contributed surplus 887,269 — 
Issue costs (11,705,157) — 
193,922,112 — 
Undistributed net investment income 16,705 —_— 
Unrealized and realized net loss on investment 
and obligation (13,030,283) —_— 
180,908,534 — 


Net Asset Value per Class T Share $25.63 — 


See accompanying notes 


On behalf of the Board: 


Pobwe LL Cobh > Kbda Whe 


Director Director 
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TELECLONE Inc. 


| STATEMENTS OF NET INVESTMENT INCOME 
/ AND UNDISTRIBUTED NET INVESTMENT INCOME 


PERIOD 
FROM DATE OF 
INCORPORATION, 
YEAR ENDED § =‘ OCTOBER 28, 1997 
DECEMBER 31, 10 DECEMBER 31, 


1998 1997 
§ § 

REVENUE 
Dividend income 4,868,630 — 
Interest income 14,637 — 

4,883,267 — 
EXPENSES 
Payment in compensation for Northern Telecom 

Limited dividends 701,064 — 

Administration, Stock lending and other expenses [note 6] 362, 373 — 

¥ 063, 437 — 
Net investment income for the period 3,819,830 a 
Undistributed net investment income, beginning of period _ — 
Dividends paid on Class T Shares (3,803,125) —_— 
Undistributed net investment income, end of period 16,705 — 


T Sh 


Net investment income per Cl 


Distribution per Class T Share of net investment income 


* Based on the weighted average number of Class T Shares outstanding. 
** Based ori the total number of Class T Shares outstanding on record dates. 


See accompanying notes 
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TELECLONE | Inc. 


STATEMENTS OF CHANGES IN NET ASSETS 


PERIOD 
FROM DATE OF 
INCORPORATION, 
YEAR ENDED OCTOBER 28, 1997 
DECEMBER 31, TO DECEMBER 31, 


1998 1997 
§ § 
Capital transactions 
Issuance of 7,250,000 Class T Shares 210,250,000 — 
Issue costs (12,020,168) — 


Net proceeds from issuance 
Retraction of Class T Shares 


Investment transactions 


Purchase of common shares of BCE Inc. 


(481,143,673) 


Cost of investment, end of period 469,164,776 — 
Cost of investment iauidsies through retractions (11,978,897) — 
Market value of investment liquidated through retractions 9, 864, 221 — 
Net realized ee on lqueanen of investment 2, 114 676) — 
Unrealized loss on investment (60, is 291) — 
“= e Total realized and unrealized loss on investment in 

common shares of BCE Inc. (62, 308 ,877) — 
Obligation to purchase common shares of 

Northern Telecom Limited 283,367,347 —_ 
Cost of obligation, end of period (276,328,300) — 
Cost of obligation purchased through retractions 7,039,047 — 
Market value of obligation extinguisned through: FEtacHOnS | 6, 52 1653) = 
Net realized gain on extinguishment of obligation 1 86, 394 — 
Unrealized gain on obligation 47, 792, 200 — 
Tom reanzed and unrealized gain on oprcatcn to 

purchase common shares of Northern Telecom Limited 49,278, An — 
Total net realized and unrealized loss on investment 

and obligation AUR 030 eee) — 


Income transactions 
Net investment income for the period 3,819,830 — 


Dividends paid on Class T Shares (3,803,125) — 

16,705 — 
Change in net assets during the Teieel _ 180, 908, 534 = 
Net assets, beginning of period —_ _ 
Net assets, end of period 180,908,534 — 


See accompanying notes 
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STATEMENT OF UNREALIZED AND REALIZED 
NET LOSS ON INVESTMENT AND 
OBLIGATION TO PURCHASE INVESTMENT 


Year ended December 31, 1998 


NUMBER OF 
COMMON SHARES 


NUMBER OF 
COMMON SHARES 


Total unrealized and realized net loss on investment 
and obligation to purchase investment 


COMPANY MARKET VALUE 
§ 
BCE Inc. 408,970,575 
Northern 


Telecom Limited (228,536,100) 


COMPANY PROCEEDS 
§ 
BCE Inc. 9,864,221 
Northern 


Telecom Limited (5,552,653) 


See accompanying notes 
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UNREALIZED 
GAIN (LOSS) 


REALIZED 
GAIN (LOSS) 


TELECLONE ... 


NOTES TO FINANCIAL STATEMENTS 


December 31, 1998 and 1997 


1. CORPORATE ACTIVITIES 


TeleClone Incorporated [the "Company"], incorporated under the laws of the Province of 
Nova Scotia on October 28, 1997, is considered to be a mutual fund but is not required 
to operate in accordance with the policies of the Canadian securities regulators 
applicable to conventional mutual funds. The Company's principal undertaking is to 
invest in common shares of BCE Inc. ["BCE Shares"] to enable holders of the Company's 
Class T Shares to [a] benefit from any capital appreciation in BCE Shares held by the 
Company, apart from the appreciation attributable to common shares ["Nortel Shares"] 
of Northern Telecom Limited ["Nortel"] held by BCE Inc. ["BCE"], and [b] initially receive 
an enhanced dividend yield on the Class T Shares compared to the dividend yield on 
BCE Shares. 


Pursuant to a prospectus dated June 11, 1998, the Company offered to the public Class 
T Shares. On June 23, 1998, the Company issued 7,250,000 Class T Shares for gross 
proceeds of $210,250,000. The net proceeds from the offering of the Class T Shares, 
after deducting the fee payable to the agents and the issue costs, were used to repay a 
eae credit facility which, together with the net proceeds of the sale of the borrowed Nortel 
8 Shares, were used by the Company to purchase the BCE Shares held by the Company. 
On closing of the offering, the Company owned one BCE Share for each Class T Share 
issued and each .422 of a Nortel Share borrowed and sold by the Company. 


2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 


These financial statements have been prepared in accordance with generally accepted 
accounting principles. The most significant accounting policies are as follows: 


Investment in common shares of BCE Inc. 


The Company's investment in BCE Shares is presented at market value. The market 
value is computed using the closing price on The Toronto Stock Exchange at the date of 
these financial statements. If no closing price is available, an average of the bid and ask 
prices from The Toronto Stock Exchange is used. 


Obligation to purchase common shares of Northern Telecom Limited 


The Company's obligation to purchase Nortel Shares is presented at market value. The 
market value is computed using the closing price on The Toronto Stock Exchange at the 
date of these financial statements. If no closing price is available, an average of the bid 
and ask prices from The Toronto Stock Exchange is used. 


i828 ANNUAL REPORT 


NOTES TO FINANCIAL STATEMENTS 


December 31, 1998 and 1997 


Revenue recognition 


Dividend income is recorded on the ex-dividend date. Interest income is recorded on an 
accrual basis. 


Payment in compensation for Northern Telecom Limited dividends 


Payment in compensation for the Nortel dividends are recorded on the ex-dividend date. 


J. SHARE CAPITAL 


The Company's authorized share capital consists of 60,000,000 Class T Shares with a 
par value of $10.00 each and 100 Class A Shares with a par value of $1.00 each. 


Retraction of Class T Shares 


During the year, 190,000 Class T Shares were retracted and redeemed for a total cash 
consideration of $4,307,720 with an original carrying value of $5,510,000. The excess of 
the carrying value over the redemption value of the redeemed Class T Shares was 
$887,269, net of a pro-rata reduction of the related share issue costs of $315,011, and 
has been recorded as contributed surplus. These redemptions have been funded through 
the sale of the BCE Shares and the purchase of the Nortel Shares which resulted in a net 
realized loss of $628,282. 


Class T Shares 


Class T Shares will be entitled to receive dividends as declared by the Board. The Board 
has indicated that its policy is to pay quarterly dividends substantially equal to the full 
amount of the quarterly cash dividends paid by BCE on the BCE Shares held by the 
Company plus any fees earned from lending BCE Shares held by the Company, less an 
amount per borrowed Nortel Share equal to the per share dividend and any other 
distributions paid by Nortel on Nortel Shares from time to time, the fees payable to the 
stock lender and the Company's administration and operating expenses. Such quarterly 
dividends are expected to be paid on or about the 20th day of January, April, July and 
October. 


The Class T Shares outstanding on June 23, 2008 will be redeemed by the Company on 
such date, subject to applicable law for a redemption price per Class T Share equal to 
the net asset value per Class T Share. In addition, prior to the final redemption date on 
June 23, 2008, Class T Shares may be redeemed by the Company, in whole or in part, in 
certain circumstances. Subject to applicable law, the Class T Shares may be surrendered 
at any time for retraction for a cash amount equal to 95% of the net asset value, as 
defined, per Class T Share [note 4]. 


NOTES TO FINANCIAL STATEMENTS 


December 31, 1998 and 1997 


Holders of Class T Shares are not entitled to vote at meetings of the Company, except as 
provided by law. 


Although the Class T Shares are redeemable at the option of the holder at any time, their 
redemption amount varies to reflect the holder's pro-rata share of residual equity, and 
the Class T Shares have therefore been presented as equity instruments in these 
financial statements. 


Class A Shares 


Subject to applicable law, the Class A Shares of the Company are retractable at any time. 
For retractions occurring at a time when any Class T Shares are outstanding, the 
retraction price will be $1.00 per share. For other retractions the retraction price will be 
based on the net asset value of the Company. The Class A Shares rank prior to Class T 
Shares with respect to distribution on retractions and redemptions and distributions on 
the dissolution, liquidation or winding up of the Company. On a winding up, liquidation 
or dissolution of the Company, the holders of the Class A Shares will be entitled to 
receive $1.00 per share. Subject to applicable law, the Class A Shares are redeemable at 


any time at a price of $1.00 per share. 
Holders of the Class A Shares are entitled to one vote per share. 


While Class T Shares are issued and outstanding, the holders of Class A Shares are not 
entitled to receive dividends. 


The Class A Shares are retractable at any time at the option of the holder for a fixed 
amount of $1.00 and have therefore been reflected as liabilities in these financial 
statements. 


4. TERMS OF RETRACTION OR REDEMPTION PRICE FOR CLASS T SHARES 


The Class T Shares may be surrendered for retraction at any time prior to the final 
redemption date of June 23, 2008, upon 30 days' notice by a holder thereof. Retraction 
payments for Class T Shares will be made on the 30th day after receipt of such notice by 
the Company. The retraction price of each Class T Share is cash equal to 95% of the net 
asset value per Class T Share equal to the value of the assets of the Company, including 
in particular: 


[a] the market price of the BCE Shares held by the Company; 
[b] the net proceeds from the sale of BCE Shares; 


[c] any dividend and interest income due to the Company; 
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NOTES TO FINANCIAL STATEMENTS 


December 31, 1998 and 1997 


[d] any refundable tax previously paid by the Company which, in the opinion of the 
Board, will be currently refundable; and 


[e] other assets, including cash; 
less the aggregate of: 
[f] its liabilities, including: 
[i] accrued administration, custodial, listing, accounting, audit and legal fees; 
[ii] taxes which in the opinion of the Board will not be currently refundable; 
[iii] the amount of all declared but unpaid dividends payable by the Company 
where the record date for the payment of such dividends has passed and the 
amount has been set aside for the payment of such dividends; 


[iv] fees payable to the stock lender; and 


[vl] amounts payable to the stock lender equal to dividends and any other 
distributions paid by Nortel on Nortel Shares; 


[g] the amount required to purchase in the market Nortel Shares equal to the number 
of outstanding borrowed Nortel Shares; and 


{h] the amount paid- up on the Class A Shares; 


all as determined by the Board, divided by the number of Class T Shares outstanding 
before giving effect to the retraction or redemption for which a calculation is being made. 


For purposes of this definition, "market price" of a BCE Share means the average 
weighted trading price of a BCE Share on The Toronto Stock Exchange during the 10 
trading days preceding the third trading day prior to the retraction or redemption date. 
"Trading day" is defined as any day on which such exchange or market is open for 
trading. 


5. INCOME TAXES 


The Company qualifies and intends to continue to qualify as a mutual fund corporation 
under the Income Tax Act (Canada). As a result thereof and because of the deduction of 
expenses in compiling its income, the Company should not be subject to any material net 
income tax liability. 
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TELECLONE ... 


NOTES TO FINANCIAL STATEMENTS 


December 31, 1998 and 1997 


6. RELATED PARTY INFORMATION 


The Company engaged First Marathon Securities Limited ["First Marathon"], together 
with a syndicate of other investment dealers, as agents to offer for sale to the public, 
pursuant to a prospectus dated June 11, 1998, the Class T Shares described in notes 1 
and 3. First Marathon is the promoter of the Company and received a fee of $2,963,556 
upon the issue of the Class T Shares. In addition, First Marathon Inc., the parent 
company of First Marathon, controls TeleClone Holdings Inc. which owns all of the 
issued Class A Shares of the Company. 


The Company has engaged First Marathon under an administration agreement dated as 
of June 10, 1998 to administer all of the ongoing operations of the Company. In 
consideration for the services provided by First Marathon as administrator, the 
Company pays First Marathon an annual fee of $0.04 per BCE Share held by the 
Company. Administration fees paid to First Marathon during the year totalled $142,800 
[1997 - nil]. Other administrative service costs paid to First Marathon amounted to 
$22,250 during the year. 


The Company has engaged First Marathon to facilitate the borrowing of Nortel Shares if 
the Company is required to borrow additional Nortel Shares, and pays First Marathon a 
stand- by fee of $0.01 per borrowed Nortel Share per annum in respect of such services. 
Stand-by fees paid to First Marathon during the year totalled $15,067 [1997 - nil]. 


The Company has entered into a securities lending agreement dated June 10, 1998 with 
First Marathon which requires First Marathon to obtain collateral specified in that 
agreement from borrowers of BCE Shares owned by the Company. 


7. YEAR 2000 


The Year 2000 issue arises because many existing computer systems record and identify 
years with two digits, rather than four. These systems may not properly distinguish years 
beginning after 1999, as they may, for example, recognize the year 2000 as 1900 or 
some other date. As a result, data processing by such date-sensitive systems may result 
in errors. The effects of the Year 2000 issue may be experienced before, on, or after 
January 1, 2000. If not properly addressed, the impact on operations and financial 
reporting may range from minor calculation errors to significant systems failure, which 
could affect the Company's ability to conduct normal business activities. It is not 
possible to be certain that all aspects of the Year 2000 issue affecting the Company, 
including those related to the efforts of suppliers or other counterparties, will be fully 
resolved. 
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